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SALUTATION

Seattle, Washington
August 27, 2003

The Honorable Alfred W. Gross The Honorable John Morrison
Commissioner, Commonwealth of Virginia Commissioner, Montana Department of
Chair, NAIC Financial Condition (EX) Insurance
Committee NAIC Secretary, Western Zone
State Corporation Commission 840 Helena Avenue
Bureau of Insurance Helena, MT 59601
PO Box 1157
Richmond, VA 23218
The Honorable Susan F. Cogswell Honorable Mike Kreidler
Commissioner, Connecticut Dept. of Commissioner, Washington State
Insurance Office of Insurance Commissioner
NAIC Secretary, Northeastern Zone 5000 Capitol Boulevard
PO Box 816 PO Box 40255
Hartford, CT 06142-0816 Olympia, WA 98504-0255

Dear Commissioners:

In accordance with your instructions and in compliance with the statutory requirements of
Chapter 48.03 of the Revised Code of Washington (RCW), an Association Examination was
made of the corporate affairs and financial records of the

GENERAL INSURANCE COMPANY OF AMERICA
of
Seattle, Washington

hereinafter referred to as the Company, at its home office located at SAFECO Plaza, 4333
Brooklyn Avenue Northeast, Seattle, Washington 98185.

The Company wrote personal, commercial and surety lines of insurance through independent
agents. Included in the lines of insurance written are automobile, homeowners, fire, commercial
multiple peril, workers’ compensation, miscellaneous casualty, surety and fidelity. The
Company was licensed in all states, the District of Columbia, Guam, Puerto Rico, the United
States Virgin Islands and the Dominion of Canada. A listing of the Company’s affiliates and the
Company’s relationship as a member of an insurance company holding system is included in this
Report of Examination under the caption “AFFILIATED COMPANIES”. The Company was
under the control of and managed by a Board of Directors. Officers were appointed by the Board
of Directors to operate the Company. The Company had entered into an intercompany
reinsurance agreement whereby SAFECO Insurance Company of America, an affiliate, assumed




100% of the direct business written by the Company and assumed 100% of the direct business
written and assumed by 12 other affiliated companies. Direct business written by SAFECO
Insurance Company of America and the business assumed from the 13 affiliated companies was
pooled. SAFECO Insurance Company of America arranged for excess and catastrophe
reinsurance on the pooled business with nonaffiliated companies, as needed. SAFECO Insurance
Company of America retained 33% of the pooled business and retroceded 67% of the business to

seven affiliates. As of December 31, 2000, the Company had a 23% participation in the pooled
business.

The last examination was as of December 31, 1995. The following Report of Examination is
respectfully submitted showing the condition of the Company as of December 31, 2000.

SCOPE OF EXAMINATION

Per RCW 48.03.010, the examination covered the five-year period from January 1, 1996 through
December 31, 2000. The Company was last examined as of December 31, 1995 by examiners
representing Washington, Delaware and Ohio (General Interrogatory No. 22(d) of the Company’s
2000 Annual Statement incorrectly reported that the last financial examination was made by the
Washington, Louisiana, Vermont, Illinois and North Dakota Insurance Departments). On April
19, 2001 an Association Examination was called to begin on June 4, 2001. Insurance examiners
from the states of Washington, Delaware and Nevada conducted the current examination
concurrently with the Association Examination of five other companies domiciled in Washington
— SAFECO Insurance Company of America, First National Insurance Company of America,
SAFECO Surplus Lines Insurance Company, SAFECO Life Insurance Company and SAFECO
National Life Insurance Company. The Southeastern and Midwestern Zones of the National
Association of Insurance Commissioners (NAIC) were invited to participate in the examination
but elected to decline.

A December 31, 2000 examination of SAFECO National Insurance Company was conducted
concurrently by the Missouri Insurance Department. December 31, 2000 examinations of
SAFECO Insurance Company of Illinois and its wholly-owned subsidiary, Insurance Company of
Illinois, were also conducted concurrently by the Illinois Insurance Department.

The examination of the Company was conducted in accordance with the laws of the state of
Washington contained in Title 48 RCW and regulations contained in Title 284 Washington
Administrative Code (WAC) and the examination procedures prescribed by the NAIC Financial
Condition Examiner's Handbook.

Corporate records and various aspects of the Company's operating procedures and financial
records were reviewed and tested during the course of this examination and are commented upon
in the following sections of this report. Comments on any adverse findings that are applicable to
the current examination are included in the “INSTRUCTIONS”, “COMMENTS AND
RECOMMENDATIONS” and in “ACCOUNTS AND RECORDS” sections of this report.




INSTRUCTIONS

The examination disclosed the following issues that require Company action:

1. Unreconciled Bank Balance

The bank confirmation received from the Royal Trust Company, Toronto, Canada, differed from
the Company’s 2000 Annual Statement balance by an irreconcilable amount of $541,968.
During 2001, the Company erroneously reduced the cash account by $137,500. When a
reconciliation of the account was completed in 2002, the Company adjusted cash by the net
amount of $404,943. The Company’s subsequent entries totaled $542,443, leaving an immaterial
difference of $475. Our examination concluded the controls in place were inadequate for timely

and accurate reconciliations. The $541,968 has been nonadmitted on the financial statements of
this report.

The results of the examination disclosed numerous additional internal control deficiencies, some
of which are detailed in the “ACCOUNTS AND RECORDS” section of this report. Pursuant to

RCW 48.05.280, the Company is required to ensure that all accounting controls be reviewed, and
deficiencies identified and corrected.

The Company is instructed to comply with RCW 48.05.250(1) which requires the Company
to file a true statement of its financial condition, transactions and affairs. The Company is
instructed to comply with RCW 48.05.280 which requires every insurer shall keep full and
adequate accounts and records of its assets, obligations, transactions and affairs.

2. Loss and Loss Adjustment Expense Reserves

The reserves carried by the combined property and casualty companies of the SAFECO Group

for these liabilities were $3,482,472,780 and $786,665,886, respectively, as of December 31,
2000.

The reserves for the combined companies were reviewed by the casualty actuarial staff employed
by the Washington State Office of Insurance Commissioner (OIC). The actuarial staff selected
several lines of business, comprising approximately 59% of the companies’ gross loss and loss
adjustment expense reserves, for detailed review. Company personnel provided loss and loss
adjustment expense development data for these lines of business as of June 30, 2002 (in other
words, the data included eighteen months of development subsequent to the examination period).
Company personnel also provided additional information by electronic mail and in several face-
to-face meetings. The actuarial staff also reviewed actuarial reports and Statement of Actuarial
Opinion prepared by the companies’ Board of Directors appointed actuary with the companies’
consulting actuarial firm, Ernst & Young LLP.

Based on their analysis of data through June 30, 2002, the OIC’s actuarial staff concluded that
the companies booked reserves, particularly for the workers’ compensation and general liability
lines of business, were deficient as of December 31, 2000. Since December 31, 2000, the




N

companies have taken significant steps to strengthen their loss and loss adjustment expense
reserves for 2000 and prior years. These steps were reflected, in part, in the one year loss
development of $339,274,000 for all lines of business shown on Page 23 of the combined
companies’ Annual Statement for 2001.

The OIC’s actuarial staff made the following examination adjustments to the reserves as of
December 31, 2000, on a combined-companies basis:

Booked Examination Restated
Reserve Adjustment Reserve
Losses $3,482,472,780 $357,829,000 $3,840,301,780

Loss adjustment expenses 786,665,886 93,742,000 880,407,886

Under the SAFECO intercompany pooling agreement, the Company’s liability was 23% of the
total. Therefore, the examination adjustments to the Company’s reserves as of December 31,
2000, were; '

Booked Examination Restated
Reserve Adjustment Reserve
Losses $ 800,968,739 $ 82,300,670 $ 883,269,409

Loss adjustment expenses 180,933,154 21,560,660 202,493,814

The Company is instructed to make provision for the examination adjustments to its loss
and loss adjustment expense reserves which will place the Company in compliance with
RCW 48.12.030(2), which provides that the Company estimate its provision to pay its
unpaid losses and claims incurred on or prior to the date of the annual statement together
with the expense of adjustment or settlement thereof.

3.  Prohibited Investments in Foreign Securities

The Company had invested in foreign bonds (excluding Canadian bonds) having an admitted
value of $37,617,685 and admitted accrued interest on those bonds of $1,020,195 as of

December 31, 2000. As of December 31, 2000, the Company transacted business only in the
United States and Canada.

The Company reported $34,577,685 in foreign securities in “Schedule D — Summary by Other
Countries” in its 2000 Annual Statement; however, the Company failed to include $3,040,000 of
securities of Global Crossing Holding Limited and Flextronics International Limited as foreign
bonds, other than Canadian securities, owned as of December 31, 2000. The Company’s failure
to list the two securities as foreign investments was not in compliance with RCW 48.05.250(1).

The Company made the investment transactions in foreign securities under the belief that the
foreign securities were permitted and allowed as miscellaneous assets under RCW 48.13.240.




The OIC indicated that investments in foreign securities were limited to those categories
described in RCW 48.13.180, which allows for investments in foreign securities in an aggregate
amount not exceeding its deposit and reserve requirements for that country.

The Company is instructed to comply with RCW 48.13.290(1) which states, “Any ineligible
personal property or securities acquired by an insurer may be required to be disposed of
within the time not less than six months specified by order of the commissioner, unless
before that time it attains the standard of eligibility...” Under this Examination Order, the
Company will be required to dispose of ineligible foreign securities in a time frame as
specified under Special Consent Order No. 97. See item No. 1 under “SUBSEQUENT
EVENTS” for Speclal Consent Order No. 97 issued by the Washington State Office of
Insurance Commiissioner on December 20, 2002.

4. Insurer Holding Company Act Violations

Our examination disclosed the Company had the following Vlolatlons of the Chapter 48.31B
RCW of the Insurer Holding Company Act:

a) SAFECO Asset Management Company (SAM), an affiliate acquired by SAFECO
Corporation in 1973, serves as the investment advisor for the Company and its affiliates.
Investment transactions were conducted between the Company and SAFECO Asset
Management Company during the five-year period under review for which no intercompany

agreement was in force to define the rights and responsibilities and cost reimbursement
methodologies.

These affiliate services performed by SAM are required to be “fair and reasonable” as to
terms and charges pursuant to RCW 48.31B.030(1)(a)(i) and (ii). In addition, RCW
48.31B.030(1)(a)(iii) and (iv), requires, “(iii) Expenses incurred and payment received must
be allocated to the insurer in conformity with customary insurance accounting practices
consistently applied; (iv) The books, accounts, and records of each party to such transactions
must be so maintained as to clearly and accurately disclose the nature and details of the
transactions, including such accounting information as is necessary to support the
reasonableness of the charges or fees to the respective parties”.

The Company is instructed pursuant to RCW 48.31B.030(1)(b)(iv) to submit for
approval to OIC an intercompany agreement with SAM and pertinent affiliates which
complies with RCW 48.31B.030(1)(a).

b) On November 2, 1998, the Company transferred two securities to SAFECO Insurance
Company of America, three securities to SAFECO Insurance Company of Illinois, one
security to SAFECO National Insurance Company and one security to American States
Insurance Company. On the same date, SAFECO Insurance Company transferred two
securities to the Company. None of the November 2, 1998 transactions with affiliates were
found in the Holding Company Reports filed with OIC. The Company indicated that the
holding company filings for intercompany transfers were manually generated and that due to




the large volume of transfers during 1998 to settle the new intercompany pooling agreement,
some transfers were left out of the holding company filings.

The Company is instructed to comply with Chapter 48.31B RCW of the Insurer

Holding Company Act in regards to any transactions within the holding company
system.

¢) During October 1998, the Company acquired 124 bonds from affiliate American States
Insurance Company, 78 bonds from affiliate American Economy Insurance Company, 12
bonds from American States Preferred Insurance Company and 20 bonds from affiliate
Insurance Company of Illinois. The Company used September 30, 1998 closing prices for
the transfer of the securities. Rates used for the transfers were tested during the
examination; however, a sample of the closing prices used revealed a number of
differences. Examples were Burlington Resources (CUSIP 122014-AC-7) transferred at a
rate of 138.307 while Bloomberg and another source reported a rate of 117.94 and Calpine
Corporation (CUSIP 131347-AJ-5) transferred at a rate of 96 while Bloomberg reported a
rate of 107.73. The Company indicated that some of the differences were the result of
keying errors. RCW 48.31B.030(1)(a)(i) requires that transactions within a holding
company system be fair and reasonable.

The Company is instructed to comply with RCW 48.31B.030(1)(a)(i) of the Insurer
Holding Company Act in any transactions within the holding company system.

5. Errors in Annual Statements

Review of the Company’s Annual Statements for the period under examination disclosed several
errors and/or omissions. RCW 48.05.250(1) states, “Each authorized insurer shall annually,
before the first day of March, file with the commissioner a true statement of its financial
condition, transactions and affairs as of the thirty-first day of December preceding. The statement
forms shall be in general form and context as approved by the National Association of Insurance
Commissioners for the kinds of insurance to be reported upon, and as supplemented for
additional information required by this code and by the commissioner” .

The Company is instructed to review and continue its efforts to substantially strengthen
controls to comply with RCW 48.05.250(1) which requires the Company to file a true
statement of its financial condition, transactions and affairs. The results of the
examination disclosed the following errors in the Company’s Annual Statements:

a)  The accrued interest for cash on hand and on deposit reported in the Underwriting and
Investment Exhibit — Part 1 — Interest, Dividends and Real Estate Income of the Company’s
2000 Annual Statement did not agree with the accrued interest on cash deposits reported in
Schedule E of the 2000 Annual Statement.

b) The accrued interest for short-term investments reported in the Underwriting and
Investment Exhibit — Part 1 — Interest, Dividends and Real Estate Income of the Company’s




d)

g)

h)

2000 Annual Statement did not agree with the accrued interest on short-term investments
reported in Schedule DA of the 2000 Annual Statement.

Schedule D, Part 3 of the Company’s 1997 Annual Statement reported the acquisition of
330,000 shares of SAFECO Insurance Company of Pennsylvania on April 1, 1997 at a cost
of $14,699,900. The Company incorrectly listed the name of the vendor as “None”’.

Schedule D, Part 1 of the Company’s 2000 Annual Statement reported an investment in
HSBC Capital Funding (CUSIP No. 40427L-AA-2) having no maturity date, a $5,000,000
book value, par value and cost and a $5,496,650 admitted value as a bond. The Company
responded in writing that the security was a preferred stock and that the Company had set
up the security incorrectly in its system.

The Company did not list a number of insurance agencies in Schedule Y, Part 1, which
conducted the business of insurance as listed under AFFILIATED COMPANIES. The
Company failed to include in its organizational chart SAFECO UK Limited and numerous
insurance agencies which were owned either directly by SAFECO Corporation or by an
affiliate. The NAIC Annual Statement Instructions indicate for Schedule Y, Part 1, that a
chart or listing presenting the identities of and interrelationships between the parent, all
affiliated insurers and other affiliates should be attached to the Annual Statement. RCW
48.01.050 defined an insurer as every person engaged in the business of making contracts
of insurance. See comments under “AFFILIATED COMPANIES” of this Report of
Examination.

Schedule D, Part 4 of the Company’s 2000 Annual Statement incorrectly reported two
separate donations of 8,700 shares of Washington Mutual Inc. common stock. The
Company responded that the February 1, 2000 listing for one of the two donations of 8,700
shares was the deletion of a purchase incorrectly recorded in Schedule D, Part 3 of the
Company’s 1999 Annual Statement in error. The error resulted in the overstatement of
8,700 shares as of December 31, 1999. The other 2000 entry for 8,700 shares represented
$238,675 in donations made to two different charities.

Schedule D, Part 4 of the Company’s 2000 Annual Statement incorrectly reported the
donation of 46,450 shares of Exxon Mobil common stock having a value of $4,185,657.
Only 1,450 shares of the 46,450 shares were donated to two different charities. The
remaining 45,000 shares were sold by the Company through a broker.

Schedule D, Part 4 of the Company’s 1998 Annual Statement incorrectly reported the name
of purchaser as “None” for 17,124 shares of United States Bancorp common stock having a
value of $1,998,672. The shares represented donations to 21 different charities.

Schedule D, Part 4 of the Company’s 1998 Annual Statement incorrectly reported the name
of purchaser as “None” for 216,189 shares of AMP, Inc., common stock having a value of

$10,138,612. The shares represented seven sales through various brokers and a tender offer
by the issuer.




i)  Schedule D, Part 4 of the Company’s 1997 Annual Statement incorrectly reported the name
of purchaser as “None” for 18,430 shares of J. P. Morgan & Company common stock
having a value of $1,930,934. Out of the 18,430 shares, the Company donated 6,805 shares
to 12 charities and sold 11,625 of the shares through two brokers.

k) Schedule D, Part 4 of the Company’s 1997 Annual Statement incorrectly reported the name
of purchaser as “None” for 1,076 shares of United States Bancorp common stock having a
value of $93,872. The shares represented a donation of 1,075 shares to three charities and
the sale of one share.

I)  Schedule D, Part 5 of the Company’s 1997 Annual Statement incorrectly reported the name
of purchaser as “None” for 9,765 share of United States Bancorp common stock having a
value of $1,067,368. The shares represented donations to 11 charities.

m) Schedule D, Part 4 of the Company’s 1996 Annual Statement incorrectly reported the name
of purchaser as “None” for 11,186 shares of FNMA common stock having a value of
$1,637,945. The shares represented donations to 16 charities.

n) Schedule D, Part 5 of the Company’s 1996 Annual Statement incorrectly reported the name
of purchaser as “None” for 33,358 shares of FNMA common stock having no value. The

shares represented donations to 16 charities. The shares had no value as they were received
as a stock dividend.

6. Bonds — Amortization

The Company was requested to provide bond amortization schedules for selected securities. The
individual amortization schedules provided by the Company did not agree with the amortization
reported in Schedule D of the Company’s 2000 Annual Statement. The Company explained that
it used a tool in PAM (Portfolio Accounting Management System) to prepare the schedules of
bond amortization and that the amortization schedules provided were a very simplified way of
determining amortization and were not expected to tie to Schedule D which uses more
complicated models, algorithms, etc. The Company did not provide individual bond amortization
schedules that would tie to the amortization reported in Schedule D.

The Company is instructed to correct and maintain amortization schedules on individual
investments that will tie to the amortization reported in Schedule D and is instructed to
comply with RCW 48.12.170(1)(b) which provides that bonds or evidences of debt having a
fixed term and rate purchased above or below par shall be valued on the basis of the
purchase price adjusted so as to bring the value to par at the earliest date callable at par or
maturing at par or in lieu of such method, according to such accepted method of valuation
as is approved by the commissioner.




7. Common Stocks — Unamortized Goodwill

On April 1, 1997, the Company acquired 100% of the common stock of SAFECO Insurance
Company of Pennsylvania at a cost of $14,699,900. SAFECO Insurance Company of
Pennsylvania had $8,454,223 in admitted assets at the time the Company made the acquisition.
The Company booked the $6,245,677 difference as goodwill to be amortized over a 10 year
period.

The Company’s amortization schedule for goodwill indicated reductions of $459,087 for 1997
and reductions of $612,116 for 1998, 1999 and 2000. The Company’s reduction of goodwill for
the period under review did not agree with the amortization schedule as the Company amortized
$459,004 in 1997, $765,145 in 1998, $306,058 in 1999 and $765,145 in 2000 for a total of
$2,295,352. The Company’s admitted asset for the unamortized goodwill totaled $3,950,325 as
of December 31, 2000. The $3,950,325 in unamortized goodwill has been nonadmitted on the
financial statements of this report.

The Company is instructed to comply with RCW 48.12.020(1) which provides that goodwill
shall not be allowed as an asset in any determination of the financial condition of an
insurer. The Company is instructed to comply with RCW 48.05.250(1) which provides that
the Company shall file a true statement of its financial condition, transactions and affairs.

8. Agents’ Balances or Uncollected Premiums

The Company, through the intercompany pooling agreement, had two receivables in connection
with its participation in the Florida Windstorm Underwriting Association (Association) and with
the Company’s business with the Association as derived from the assumption of the American
States’ insurance business in 1997. The Association was prohibited by its state charter from
distributing any excess amounts not needed by the Association. The Company’s portion of the
receivable from the Association was determined to have been $1,460,806. This amount was not
collectible due to the fact that the Association was prohibited from paying this amount. The
amount was to have been written off by the Company at the end of 2000; however, the Company
was unable to separate the lines of business written with the Association from the American
States accounting system. The inclusion of these receivables as assets was not in compliance
with RCW 48.12.010(10) which allowed as assets only those recoverables from underwriting
associations that were collectible.

The Company, through the intercompany pooling agreement, failed to reconcile its accounts
receivable for agents’ balances in connection with transactions with various insurance and
reinsurance syndicates and the treaties therewith. The Company’s portion of the unreconciled
amounts totaled $103,244. The Company acknowledged that it was unable to provide the
reconciliations and that such reconciliations would be preformed in the future. Due to the lack
of such reconciliations, the Company was unable to determine if the amounts receivable were not
more than ninety days past due. The inclusion of these receivables as assets was not in
compliance with RCW 48.12.010(5) which allows as assets in the course of collection only those
premiums that were not more than ninety days past due.



The Company, through the intercompany pooling agreement, had agents’ balances that had been
due for over ten years but had not been written off. The Company’s portion of these agents’
balances in excess of ninety days totaled $30,689. The inclusion of these receivables as assets
was not in compliance with RCW 48.12.010(5) which allowed as assets in the course of
collection only those premiums that were not more than ninety days past due.

Testing of the 2000 year-end amounts for agents’ balances or uncollected premiums was not
possible due to the fact that the Company’s records for such accounts for these assets were
routinely overwritten on a monthly basis. This was not in compliance with RCW 48.05.280
which required that the Company keep full and adequate accounts and records of its assets,
obligations, transactions, and affairs. Since the data for agents’ balances was not available and
could not be tested as of December 31, 2000, the examination team traced and tested agents’
balances from a December 31, 2001 master file provided by the Company and selected records
were sampled and traced back to year-end 2000 data. Agents’ balances totaling $1,594,739 have
been nonadmitted on the balance sheet of this report.

The Company is instructed to comply with RCW 48.12.010(5) and (10) in determining the
admissibility of agents’ balances or uncollected premiums. The Company is also instructed
to comply with RCW 48.05.280 which requires that the Company keep full and adequate
accounts and records of its assets. The Company is instructed to comply with RCW

48.05.250(1) which requires that the Company file a true statement of its financial
condition.

9. Error in Dividend Declared and Unpaid

Schedule D, Part 2, Section 2 of the Company’s 2000 Annual Statement reported an admitted
asset for $155,650 in dividends declared and unpaid on the common shares of SAFECO
Insurance Company of Pennsylvania, a wholly-owned subsidiary of the Company. The amount
represented amortization of goodwill and was entered as a dividend declared and unpaid in error.
The $155,650 has been nonadmitted on the financial statement of this report.

The Company is instructed to comply with RCW 48.05.250(1) which requires the Company
to file a true statement of its financial condition, transactions and affairs.

10. Accrued Interest on Short-Term Investments

The underwriting and investment exhibit, Part 1, Page 6 of the Company’s 2000 Annual
Statement reported $105,319 in accrued interest on short-term investments while Schedule DA,
Part 1 of the Company’s 2000 Annual Statement reported no accrued interest on short-term
investments. The Company did not provide support for the $105,319 in accrued interest on

short-term investments and this amount has been nonadmitted on the financial statement of this
report.
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The Company is instructed to comply with RCW 48.05.250(1) which requires the Company
to file a true statement of its financial condition, transactions and affairs.

11. Safekeeping of Securities

As of December 31, 2000, the Company had a September 22, 1995 custodial agreement with
BankAmerica State Trust Company, as authorized agent for Seattle-First National Bank. A
September 22, 1995 letter from The Bank of New York indicated that a corporate custody
agreement dated July 13, 1987 between the SAFECO companies and BankAmerica Corporation
was being assigned to BNY Western Trust Company. The 1995 letter was incorrect in that it
should have referred to the 1995 agreement rather the 1987 agreement. During the examination,
the Company entered into a new custody agreement with BNY Western Trust Company, a
subsidiary of The Bank of New York Company, Inc., dated July 23, 2001. The 2001 agreement

was amended by the Company and the bank on August 23, 2001 in order to comply with the
NAIC guidelines.

The Company is instructed to use due care and diligence in the tracking and oversight of
custodial arrangements entered into in order to comply with RCW 48.05.280 which
requires that the Company keep full and adequate accounts and records of its assets,
obligations, transactions and affairs and to maintain compliance with NAIC guidelines.

12. Inadequate Records of Agents’ Balances

The Company’s documentation for agents’ balances as of December 31, 2000 had been
overwritten by the Company by the time the information was requested. Support for year-end
balances should be retained by the Company at a minimum until that year has been examined.

The Company is instructed to comply with RCW 48.05.280 which requires the Company to

keep full and adequate accounts and records of its assets, obligations, transactions and
affairs.

13. Incomplete and Incorrect Finance Committee Minutes

a)  Quarterly minutes of the Company’s Finance Committee meetings covering the period from
January 1, 1996 through December 31, 2000 were incomplete as the Company was unable
to locate the August 5, 1996 Finance Committee minutes.

b) On April 1, 1997, the Company acquired 330,000 shares of SAFECO Insurance Company
of Pennsylvania at a cost of $14,699,900. The acquisition of the shares was not found in
the Company’s Finance Committee minutes.

¢) During October 1998, the Company acquired 124 bonds from affiliates American States
Insurance Company, 78 bonds from affiliate American Economy Insurance Company, 12
bonds from American States Preferred Insurance Company and 20 bonds from affiliate
Insurance Company of Illinois. During 1998, the Company transferred 44 common stocks
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d)

to affiliate American States Insurance Company and 64 common stocks to affiliate
American Economy Insurance Company. The transfer of securities among affiliates was
not found in the Company’s Finance Committee minutes.

On November 2, 1998, the Company transferred two securities to SAFECO Insurance
Company of America, three securities to SAFECO Insurance Company of Illinois, one
security to SAFECO National Insurance Company and one security to American States
Insurance Company. On the same date, SAFECO Insurance Company transferred two
securities to the Company. The transfer of securities among affiliates was not found in the
Company’s Finance Committee minutes.

The Company indicated that inter-company transactions and transactions with affiliates
were not recorded in the Finance Committee Minutes.

The minutes of the Company’s Finance Committee meetings reported the profits and losses
on the transactions; however, there were instances in which the profits and losses reported
in the minutes did not agree with the gains and losses in Schedule D, Parts 3, 4 and 5. The
Company indicated that the differences were the result of data base errors and that the
Company would research the errors so it would not happen in the future. The reporting of
profits or losses in the Finance Committee minutes that were not the same as the profits or
losses reported in the Annual Statement was not in compliance with RCW 48.13.350 which
requires a true record of earnings on investments.

The Company made numerous donations of shares of common stock to various charities
during the period under examination (See “INSTRUCTIONS” No. 5 for the donations
incorrectly reported in Schedule D of the Company’s Annual Statements).

Schedule D, Part 4 of the Company’s 1999 Annual Statement reported the donation of
3,750 shares of United States Bancorp common stock having a value of $128,977 and the
donation of 40,121 shares of Washington Mutual, Inc., common stock having a value of
$1,142,811. The donations were made to 9 different charities.

The shares donated by the Company to charities were reported as common stock sales in
the minutes of the Company’s Finance Committee meetings. The transaction advices for
the sales of the investment (donations) had a place for two authorized signatures; however,
the forms were not signed. It was not known who in the Company made the decisions as to
what securities were donated and which charities received the donations. The reporting of
the donations as sales rather than donations in the Finance Committee minutes was a
violation of RCW 48.12.340

The Company is instructed to comply with RCW 48.13.340 which provides that no
investment, sale or exchange shall be made by any domestic company unless authorized or
approved by its Board of Directors or by a committee charged by the Board of Directors or
the Bylaws with the duty of making such investment, sale or exchange and with RCW
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48.05.280 which provides that every insurer shall keep full and adequate accounts and
records of its assets, obligations, transactions and affairs.

COMMENTS AND RECOMMENDATIONS

The examination developed the following comments and recommendations:

1. Investment Guidelines

The investment guidelines adopted by the Company on May 1, 2000 covered both the SAFECO
Group of life companies and the SAFECO Group of property and casualty companies on a
consolidated basis. Both the 2000 and 2001 investment guidelines had paragraphs that were
incorrectly numbered or incomplete.

The Company adopted new investment guidelines effective January 1, 2002 that were correctly
numbered; however, these guidelines were also on a consolidated.basis for the life and property
and casualty companies in the SAFECO Group. Before the January 1, 2002 investment
guidelines were adopted, it was suggested to the Company that they be prepared on an individual
company basis rather than on a consolidated basis. The consolidated guidelines adopted in 2002
currently cover the SAFECO Group of companies that are domiciled in a number of different
states and have different limitations for various assets. An example of the investment limitations
on an individual company basis are contained in RCW 48.13.180 and RCW 48.13.273.

It is recommended the Company adopt individual investment guidelines that cover the
investment requirements in the Washington Insurance Code.

2. Securities Lending Agreement

On February 16, 1999, SAFECO Insurance Company of America and certain affiliated
companies entered into a securities lending agreement with The Bank of New York. The Finance

Committee minutes indicated that the 1999 agreement was ratified by the Finance Committee on
April 30, 2001.

On December 31, 2000, the names of three of the borrowing brokers pursuant to the Agreement
furnished by The Bank of New York did not agree with the exact names of the brokers on the
February 1999 list of approved brokers. The Company indicated that the brokers had changed
their names or merged since Schedule 1 of the Agreement that listed the approved brokers had
been prepared.

As of December 31, 2000, the bank reported that there were 38 bonds having a par value of
$83,863,000 and 3 common stocks that were loaned.
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It is recommended that the Company loan securities only to the brokers listed in Schedule 1

of the 1999 Agreement or to amend Schedule 1 as the names of approved brokers change or
new brokers are added.

HISTORY

General Insurance Company of America was organized under the laws of the state of Washington
on February 28, 1923 and began business on May 1, 1923. On June 30, 1957, the General
Casualty Company of America, a wholly-owned subsidiary formed in 1925, was merged into the
company. The Company’s $5,000,000 in paid up capital consisted of 20,000 common shares at
$250 par value each. All of the authorized shares were outstanding.

CAPITAL AND SURPLUS

As of December 31, 2000, the authorized capital stock of the Company consisted of 20,000
shares of common stock with a par value of $250 per share, of which 20,000 shares were issued
and outstanding. The following schedule summarizes the changes in the Company’s capital
structure since the date of the last examination:

Authorized
and Paid In and
Outstanding Par Capital Contributed
Date Shares Value Paid-Up Surplus
December 31, 1995 20,000 $250 $5,000,000 $891,057
December 31, 2000 20,000 250 5,000,000 891,057

Dividends Paid to Shareholder

Dividends paid by the Company during the five-year period covered by this examination to
SAFECO Corporation, the parent company, were as follows

Dividends Paid
Year To Shareholder
1996 $ 45,500,000
1997 316,500,000
1998 106,000,000
1999 174,000,000
2000 53,000,000
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Dividends Paid to Policyholders

Dividends paid by the Company during the five-year period covered by this examination to
policyholders were as follows:

Dividends Paid
Year To Policyholders
1996 $5,389,536
1997 6,216,958
1998 3,277,703
1999 2,445,162
2000 2,174,471

MANAGEMENT AND CONTROL

Shareholder

The Company’s outstanding shares were 100% owned by SAFECO Corporation, an insurance
holding company incorporated under the laws of the state of Washington.

SAFECO Corporation, directly or indirectly, owned the stocks of operating subsidiaries engaged
in various phases of the insurance business and other financially related lines of business.

Board of Directors

The affairs of the Company were managed and its corporate powers were exercised by the
authority of a nine member Board of Directors. The membership of the Board as of December
31, 2000, together with the city and state of residence and principal business or professional
affiliation of each director, were as follows:

Name/Address Position(s)/Principal Affiliation(s)
Donald Shelton Chapman Senior Vice President, Chief Operating Officer
Woodinville, Washington SAFECO Insurance Company of America (Commercial
Insurance)
Boh Andrew Dickey President and Chief Operating Officer
Woodinville, Washington SAFECO Corporation
Roger Harry Eigsti Chairman and Chief Executive Officer
Seattle, Washington SAFECO Corporation
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Name/Address

Dale Ellis Lauer
Woodinville, Washington

William Thomas Lebo
Lake Forest Park, Washington

Rodney Allen Pierson
Redmond, Washington

James Walter Ruddy
Mercer Island, Washington

Ronald Lee Spaulding
Mill Creek, Washington

Randall Howard Talbot
Medina, Washington

Board of Directors, Cont’d

Position(s)/Principal Affiliation(s)

Senior Vice President
SAFECO Insurance Company of America (American States
Business Insurance)

Executive Vice President
SAFECO Insurance Company of America

Senior Vice President, Chief Financial Officer, Secretary
SAFECO Corporation

Senior Vice President, General Counsel
SAFECO Corporation

Treasurer and Chief Investment Officer
SAFECO Corporation

President
SAFECO Life Insurance Company

During January 2001, Roger Harry Eigsti and Boh Andrew Dickey resigned from the Board of
Directors and Roger Floyd Harbin and Michael Sean McGavick were elected to the Board of

Directors.

Officers

Officers of the Company as of December 31, 2000 were:

Name Position

Boh Andrew Dickey President
Steven Conrad Bauer Treasurer
Rodney Allen Pierson Secretary and Vice President
Richard Robert Berls Vice President
Donald Shelton Chapman Vice President
Peter Edward Dunn Vice President
Dale Ellis Lauer Vice President
William Thomas Lebo Vice President
James Arthur Schmidt Vice President
Robert Clark Taylor Vice President
William Edward Thomas Vice President
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Effective January 30, 2001, Boh Andrew Dickey resigned as president of the Company and
Michael Sean McGavick was appointed as president.

Finance Committee

The Company’s Finance Committee consisted of the following members as of December 31,
2000:

Roger Harry Eigsti — Chairman
Boh Andrew Dickey

Rodney Allen Pierson

Ronald Lee Spaulding

During January 2001, Roger Harry Eigsti and Boh Andrew Dickey resigned from the Finance

Committee and Michael Sean McGavick was appointed as a member of the Finance Committee.
The number of members on the Finance Committee was reduced from four to three members.

CONFLICT OF INTEREST

The Company had an operating procedure for disclosing conflicts of interest to the Board of
Directors. Statements are circulated among the directors, officers and key employees every year
as set forth in the Company’s Policy of Ethical Standards, Conflicts of Interest and Compliance
with Laws. The Company had a procedure for obtaining disclosure statements from new
appointees during the interim.

A review of the completed statements disclosed that the directors, officers and key employees
had no conflicts of interest as of December 31, 2000.

AFFILIATED COMPANIES

The Company was a wholly-owned subsidiary of SAFECO Corporation. SAFECO Corporation
was the ultimate controlling person. As a member of an Insurance Holding Company System,
registration statements were required to be filed in accordance with RCW 48.31B.025 and WAC
284-18-300. SAFECO Corporation filed the registration statements for each year under
examination on behalf of the Company, its parent company and its affiliated companies.

The following chart was taken from the SAFECO Corporation Organizational and Entity Chart:

SAFECO Corporation 100% Publicly Owned
SAFECO Financial Products, Inc. 100% SAFECO Corporation
SAFECO Insurance Company of Oregon 100% SAFECO Corporation
General America Corporation 100% SAFECO Corporation
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AFFILIATED COMPANIES, Cont’d

Talbot Financial Corporation
F. B. Beattie & Co., Inc.
SAFECO Investment Services, Inc.
SAFECO Select Insurance Services, Inc.
R. F. Bailey Holding Limited
General America Corporation of Texas —
Attorney in Fact for:
SAFECO Lloyds Insurance Company
American States Lloyds Insurance Company
First National Insurance Company of America
SAFECO Insurance Company of America
SAFECO Management Corporation
SAFECO Surplus Lines Insurance Company
Emerald City Insurance Agency, Inc.
SAFECO National Insurance Company (Missouri)
General Insurance Company of America
SAFECO Insurance Company of Pennsylvania
SAFECO Insurance Company of Illinois
Insurance Company of Illinois
American States Insurance Company (Indiana)
American Economy Insurance Company (Indiana)
American States Insurance Company of Texas
American States Preferred Insurance
Company (Indiana)
SAFECO Credit Company Inc.
SAFECO Properties, Inc.
Winmar Company, Inc.
SAFECARE Company, Inc.
SAFECO Life Insurance Company
SAFECO National Life Insurance Company
American States Life Insurance Company
First SAFECO National Life Insurance Company
of New York
D. W. Van Dyke & Co., Inc.
Medical Risk Managers, Inc.

SAFECO Asset Management Company
Barrier Ridge LLC

SAFECO Services Corporation

SAFECO Securities, Inc.

SAFECO eCommerce, Inc.

SAFECO Trust Company

SAFECO UK Limited

SAFECO Administrative Services, Inc.
SAFECO Assigned Benefits Service Company
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100% General America Corporation
100% General America Corporation
100% General America Corporation
100% General America Corporation
100% General America Corporation
100% General America Corporation

Attorney in Fact

Attorney in Fact

100% SAFECO Corporation

100% SAFECO Corporation

100% SAFECO Insurance Company of America
100% SAFECO Insurance Company of America
100% SAFECO Insurance Company of America
100% SAFECO Corporation

100% SAFECO Corporation

100% General Insurance Company of America
100% SAFECO Corporation

100% SAFECO Insurance Company of Illinois
100% SAFECO Corporation

100% SAFECO Corporation

100% American Economy Insurance Company
100% SAFECO Corporation

100% SAFECO Corporation

100% SAFECO Corporation

100% SAFECO Properties, Inc.

100% SAFECO Properties, Inc.

100% SAFECO Corporation

100% SAFECO Life Insurance Company
100% SAFECO Life Insurance Company
100% SAFECO Life Insurance Company

100% SAFECO Life Insurance Company
15% SAFECO Life Insurance Company
85% D. W. Van Dyke & Co., Inc.

100% SAFECO Corporation

100% SAFECO Corporation

100% SAFECO Corporation

100% SAFECO Corporation

100% SAFECO Corporation

100% SAFECO Corporation

100% SAFECO Corporation

100% SAFECO Corporation

100% SAFECO Corporation



The Company failed to include in its organizational chart numerous insurance agencies which
were owned either directly by SAFECO Corporation or by an affiliate. The NAIC Annual
Statement Instructions indicate for Schedule Y, Part 1, that a chart or listing presenting the
identities of and interrelationships between the parent, all affiliated insurers and other affiliates
should be attached to the Annual Statement. RCW 48.01.050 defined an insurer as every person
engaged in the business of making contracts of insurance. The Company did not list the
following insurance agencies in Schedule Y, Part 1 (shown below with the parent company
relationship):

SAFECO Insurance Company of America
Emerald City Insurance Agency, Inc.
Puget Structured Benefit Agency, Inc.
SAFECO Select Insurance Services, Inc.
Pilot Insurance Services, Inc.
Talbot Agency, Inc.
Talbot Financial Services, Inc.
Talbot Insurance Agency of Alabama, Inc.
Talbot Insurance Agency of Texas, Inc.
Talbot Agency of Texas, Inc.
General America Corporation
F. B. Beattie & Company, Inc.
F. B. Beattie Insurance Services, Inc.
R. F. Bailey Holding Limited
R. F. Bailey (Underwriting Services) Limited
SAFECO Life Insurance Company
D. W. Van Dyke & Co., Inc.
Medical Risk Managers, Inc.

CORPORATE RECORDS

Minutes

The minutes of the Shareholder, Board of Directors and Finance Committee meetings for the
period covered under examination were reviewed. Investments were reviewed by the Finance
Committee and the Finance Committee minutes were ratified by the Board of Directors;
however, the minutes for one quarterly Finance Committee meeting were not located by the
Company during the examination.

Contracts/Service Agreements

The following agreements were in force as of December 31, 2000:
1. Intercompany tax allocation agreement dated August 1, 1990. A consolidated return was

filed by SAFECO Corporation with the companies included in Schedule Y of the Annual
Statement in which there was an 80% or more ownership, except for American States Life
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Insurance Company. The allocation was based upon separate return calculations with
current credit for net losses as such losses offset taxable income of other members of the
consolidated group. Intercompany tax balances were settled quarterly.

2. A Short-Term Borrowing Agreement dated October 27, 1997 between the Company, as
lender, and SAFECO Credit Company, Inc., as borrower.

3. The Company and 20 other affiliated companies in the SAFECO Group were named in an
Intercompany Short-Term Borrowing Agreement effective November 15, 2000.

4.  Expense Sharing Agreement dated November 3, 1983. The Agreement covers Payroll, use
of real property, and miscellaneous expenses for sixteen stock companies within the
SAFECO Group, which includes the six Washington domestic insurance companies. All of
the companies are 100%-owned direct or indirect subsidiaries of SAFECO Corporation, the
ultimate controlling person in the SAFECO holding company system.

Intercompany Agreements should be used to document recurring transaction patterns between or
among the SAFECO Group member companies. RCW 48.31B.030(1)(a)(iv), requires that
records are to “...clearly and accurately disclose the nature and details of the transactions,
including such accounting information as is necessary to support the reasonableness of the
charges or fees...” An extensive volume of investment transactions were conducted between the
SAFECO insurance companies and SAFECO Asset Management Company, but there was no
intercompany agreement specifying the parties’ rights, duties and compensation. All such
agreements are required to be filed and approved by OIC. See item 4 under the
“INSTRUCTIONS” portion of this Examination Report.

FIDELITY BONDS AND OTHER INSURANCE

The Company’s fidelity insurance was extended to affiliated companies through a Financial
Institution Bond issued to SAFECO Corporation which provided coverage up to $3,000,000
aggregate with no deductible. The companies carry excess insurance which provided an
additional amount of coverage in layers through several carriers. The minimum amount of
fidelity insurance coverage recommended by the NAIC for a company of this size was
$2,250,000 to $2,500,000. This minimum amount was met with the Financial Institution Bond
and the excess insurance.

The Company was a named insured on various insurance policies issued to SAFECO
Corporation that provided protection against certain property and liability losses. Policies
providing property coverage for buildings and contents, comprehensive commercial general
liability and automobile bodily injury and property damage coverage were in effect during the
period covered by this examination.

The Company was a named insured on a Directors and Officers Liability Policy with an
authorized insurance carrier. Errors and Omissions coverage was also provided under this policy.

20



OFFICERS’,. EMPLOYEES’, AND AGENTS’ WELFARE
AND PENSION PLANS

The employees of the SAFECO Group of property/casualty and life companies were treated as
employees of SAFECO Insurance Company of America. The salaries and benefits paid or
accrued to these employees were allocated and prorated to the various companies in the Group
based on the intercompany pooling agreement and other intercompany arrangements.

The SAFECO Group had the following benefit plans available to officers, employees and their
dependents: Group Life Insurance, Accidental Death and Dismemberment, Long-term Disability,
Medical and Dental. The SAFECO Group contributes to the Life, Medical and Dental plans.

The SAFECO Group had the following retirement and profit sharing plans:

1. Cash Balance Plan — A defined contribution plan established during 1989. The plan
provided an annual credit to each employee’s account, regardless of profitability of the
SAFECO Group. The amount was 3% of eligible compensation paid each year to the
participants. The participant’s balances were credited with interest at a rate of 5%.

2.  Profit Sharing Bonus — A cash bonus was paid to the salaried employees who had
completed one calendar year of service. Each year 10% of the “adjusted underwriting
profit” of the SAFECO Group earned during the previous year was allocated to the profit
sharing bonus plan. A cash bonus was then paid to the eligible employees based on a
percentage of the previous year’s base salary. An employee with three or more calendar
years of service could receive a maximum cash bonus of 10% of his or her previous year’s
salary.

3. Profit Sharing Retirement Plan — A defined contribution plan in which contributions are
based on the SAFECO Group’s profit, 5% of net profit, before taxes and stockholder’s
dividends and after subtracting an amount credited to the Cash Balance Plan. The
maximum contribution to the trust shall not exceed 12% of eligible compensation paid each
year to the participants.

4. Employees’ Savings Plan — A defined contribution plan was established during 1967. The
plan was available to an employee after 12 calendar months of service. An employee could
save up to 6% of basic salary. The companies contributed an amount equal to two-thirds of
the employee’s deduction.

SAFECO Corporation had a stock option plan for executives and key employees. The stock was
issued in SAFECO Corporation. In addition, two non-qualified benefit plans were established
during 1989 for the companies’ contributions to the Profit Sharing Retirement Plan in excess of
the amounts allowed by the Internal Revenue Service.
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The Company had a separate plan available for its independent agents and agencies. The plan
was 100% funded by the agents and agencies and included Group Life, Accidental Death and
Dismemberment and Long-Term Disability.

TERRITORY AND PLAN OF OPERATION

The Company is authorized to transact multiple lines business in all states of the United States,
the District of Columbia, Guam, Puerto Rico, the United States Virgin Islands and the Dominion
of Canada.

The property and casualty insurance companies in the SAFECO Insurance Group are under
common management. They share services in the areas of company operation, including
investment, claim handling, state filings, legal, data processing, personnel, statistical and
accounting.

The companies within SAFECO Insurance Group operate within the independent agency system.
They provide both personal and commercial property and casualty markets and are divided into
two enterprise units for operational ease; SAFECO Business Insurance and SAFECO Personal
Insurance. The business enterprise has five regional offices (Redmond, WA, Fountain Valley,
CA, Richardson, TX, Indianapolis, IN, and Atlanta, GA) while the personal enterprise has two
regional offices (Redmond, WA and Atlanta, GA). Appropriate claims offices are maintained
throughout the United States to provide effective and efficient service to claimants.

GROWTH OF COMPANY

The growth of the Company for the past five years is reflected in the following exhibit (000’s
omitted) prepared from the filed annual statements:

Premiums
Year Assets Liabilities Capital  Surplus Earned

2000 $2,006,880 $1,505,455 $5,000 $496,425  $1,046,828
1999 2,231,207 1,698,507 5,000 527,700 1,006,682

1998 2,109,587 1,426,794 5,000 677,793 967,914
1997 1,845,091 1,127,002 5,000 713,089 866,732
1996 1,942,571 1,123,663 5,000 813,908 819,131
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LOSS EXPERIENCE

The reserves carried by the combined property and casualty companies of the SAFECO Group

for these liabilities were $3,482,472,780 and $786,665,886, respectively, as of December 31,
2000.

The reserves for the combined companies were reviewed by the casualty actuarial staff employed
by the OIC. Company personnel provided loss and loss adjustment expense development data for
these lines of business as of June 30, 2002 (in other words, the data included eighteen months of
development subsequent to the examination period). Based on their analysis of data through
June 30, 2002, the OIC’s actuarial staff concluded that the companies booked reserves,
particularly for the workers’ compensation and general liability lines of business, were deficient
as of December 31, 2000. Since December 31, 2000, the companies have taken significant steps
to strengthen their loss and loss adjustment expense reserves for 2000 and prior years. These
steps were reflected, in part, in the one year loss development of $339,274,000 for all lines of
business shown on Page 23 of the combined companies’ Annual Statement for 2001.

The OIC’s actuarial staff made the following examination adjustments to the reserves as of
December 31, 2000, on a combined-companies basis:

Booked Examination Restated

Reserve Adjustment Reserve
Losses $3,482,472,780 $357,829,000  $3,840,301,780
Loss adjustment expenses 786,665,886 93,742,000 880,407,886

Under the SAFECO intercompany pooling agreement, the Company’s liability was 23% of the

total. Therefore, the examination adjustments to the Company’s reserves as of December 31,
2000, were:

Booked Examination Restated

Reserve Adjustment Reserve
Losses $ 800,968,739 $ 82,300,670 $ 883,269,409
Loss adjustment expenses 180,933,154 21,560,660 202,493,814

See “INSTRUCTIONS” No. 2 — Loss and Loss Adjustment Expense Reserves where the
Company is instructed to make provision for the examination adjustments to its loss and loss
adjustment expense reserves which will place the Company in compliance with RCW
48.12.030(2). This section of the Washington Insurance Code provides that the Company
estimate its provision to pay its unpaid losses and claims incurred on or prior to the date of the
annual statement together with the expense of adjustment or settlement thereof.
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REINSURANCE

Intercompany Pooling Agreement

The Company had entered into an intercompany reinsurance agreement whereby SAFECO
Insurance Company of America, an affiliate, assumed 100% of the direct business written by the
Company and assumed 100% of the direct business written and assumed by 13 other affiliated
companies. The direct business written by SAFECO Insurance Company of America and the
business assumed from the 14 affiliated companies was pooled. The parent company arranged for
excess and catastrophe reinsurance with nonaffiliated companies, as needed. The pooled
business was retroceded to the following companies in the percentages stated below:

SAFECO Insurance Company of America 33%
General Insurance Company of America 23%
First National Insurance Company of America 2%
SAFECO National Insurance Company 2%
SAFECO Insurance Company of Illinois 5%
American States Insurance Company 19%
American States Preferred Insurance Company 2%
American Economy Insurance Company 14%
SAFECO Lloyds Insurance Company 0%
SAFECO Insurance Company of Pennsylvania 0%
SAFECO Insurance Company of Oregon 0%
SAFECO Surplus Lines Insurance Company 0%
Insurance Company of Illinois 0%
American States Insurance Company of Texas 0%
American States Lloyds Insurance Company 0%

Total 100%

As of December 31, 2000, the Company had $626,703,000 in aggregate unsecured amounts
recoverable from SAFECO Insurance Company of America.

ACCOUNTS AND RECORDS

The external audit firm of Emst and Young LLP was retained by the Company to audit the
Company’s statutory financial statements for the years under examination. Reports for 1999 and
2000 were provided as well as the work papers for 2000. As part of the audit work papers, the
internal control structure noted deficiencies in the timely preparation of bank reconciliations and
the clearance of items listed on the reconciliations.
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The Internal Audit Department of the parent company, SAFECO Corporation, performed audits
of the Company and provided recommendations to management on internal controls and
operational procedures.

The Examiners independently tested internal controls and the following significant weaknesses
were found:

1. Investments — As demonstrated by the volume of monetary adjustments proposed for
invested assets, the Company was not fully complying with RCW 48.05.280, which
required maintenance of “full and adequate accounts and records of its assets, obligations,
transactions and affairs.” It was recognized that some problems were due to the inadequacy
of a software “crosscheck” package. However, such packages did not relieve the Company

of its obligation to perform human oversight reviews of its financial statements before
filing them.

2. General Ledger Control (GLC) Accounts — Reconciliations between the general ledger and
subsidiary records for a number of accounts, including cash, were centrally maintained for
most SAFECO companies by one department, GLC. GLC identified differences between
the general and subsidiary accounts and referred the specific items (variances) to the
originating SAFECO department for investigation and potential correction. During the five-
year period under examination, there were numerous variances that were not cleared but
were continuously outstanding. This resulted from a lack of consistent accounting
discipline and control and appropriate management guidance to clear variances on a timely
basis. In mid-2002, the SAFECO Group of companies began the implementation of a new,

stronger control process to ensure account accuracy and to control timely reconcilement of
accounts.

3. Cash — A number of instances were noted in which the cash administrative data base
contained erroneous or incomplete information, including Company bank accounts which
did not appear on the general ledger or in the data base. This condition resulted from the
opening or amendment of bank accounts by parties other than those in the central bank
administration department. Company employees should be made aware that only the bank
administration department can open or change bank accounts.

During the examination, the Company engaged an external firm to guide and oversee resolving
the many cash and other account reconciliations that had been in process for years and to put in
place new procedures and controls.

Electronic Data Processing System

The management of the Company had sufficient knowledge of electronic data processing issues
and provided direction and oversight through its Business Application Groups. Systems
development, acquisition and maintenance controls were evaluated to gain assurance that
programs and systems were designed, tested, approved and implemented using appropriate
controls. The internal controls in place provided for the proper separation of duties.
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Operations and application controls were reviewed to determine the type of hardware installed;
operating systems and proprietary software in use; back up and recovery facilities employed and
the controls exercised to maintain data security. Adequate procedures and controls were in place
for mainframe and network operations.

CONTINGENT LIABILITIES AND LEASES

As of December 31, 2000, the Company had purchased structured settlement annuities under
which the claimant is payee but for which the Company is contingently liable. The loss reserves
eliminated by the annuities totaled $1,776,152.

SUBSEQUENT EVENTS

1. On December 20, 2002, the OIC issued order No. 97 granting approval of a special consent
investment. The Order, effective December 31, 2000, gave the Company special consent to
acquire and hold foreign securities in excess of the limitations contained in RCW 48.13.030
and RCW 48.13.180. The Order provided that the investments authorized by this Order
may be credited to the Company’s minimum capital or surplus or required reserves
pursuant to RCW 48.13.250. The investments authorized by the Order shall be eligible for
classification as admitted assets of the Company. The Order indicated that the Company
desired to be in compliance with the OIC’s interpretation of the Code, and so intends to
divest itself of these foreign securities no later than November 15, 2004, unless before that
time the investments attain the standard of eligibility.

2. The NAIC adopted Statements of Statutory Accounting Principles (Codification) effective
January 1, 2001. The effect of Codification resulted in a $15,522,085 increase in the
Company’s statutory surplus in 2001.

3.  On September 27, 2001, the Company’s parent, SAFECO Corporation, contributed
$95,000,000 in cash to the Company. The contribution was incorrectly reported as a Capital
Contribution in Note 10, Page 14.3 of the Company’s 2001 Annual Statement. The
$95,000,000 cash contribution was properly reported as paid in surplus on Page 4 of the
Company’s 2001 Annual Statement.

4. On November 8, 2001, the Company’s Bylaws were amended to revise the Regular
Meeting verbiage. The reference to a specific meeting date each quarter was removed and
replaced with wording that requires a quarterly meeting on a date and place to be specified.
This amendment was made to allow the Board of Directors more flexibility and places the

Company’s Bylaws in compliance with the other insurance companies within the SAFECO
Group.
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5. The Company did not pay any dividends to its shareholder, SAFECO Corporation, during
2001. The Company paid $75,500,000 in dividends to its shareholder, SAFECO
Corporation, during 2002.

6.  Schedule D, Part 1 of the Company’s 2001 Annual Statement reported the $2,129,854 write
off of Northern National Gas Company. Schedule D, Part 4 of the Company’s 2001 Annual
Statement reported $3,940,597 in write downs for bonds issued by Global Crossing
Holding Limited, McLeod, Rural/Metro Corporation and WestPoint Stevens.

Schedule D, of the quarterly reports covering the first 9 months of 2002 contained
approximately $2,750,000 in write downs for bonds issued by Global Crossing Holding
Limited, Intermedia Communications, MCI Communications, and Advanced Lighting.

7. The reserves carried by the combined property and casualty companies of the SAFECO
Group for the loss reserves and for the loss adjustment expenses were $3,482,472,780 and
$786,665,886, respectively, as of December 31, 2000. During the third quarter of 2001, the
SAFECO Group completed a review of its loss reserve adequacy. As a result of this
review, the SAFECO Group increased reserves by $240,000,000 which relates to recent
developments in prior year claims as follows: $80,000,000 for workers’ compensation,
$90,000,000 for construction defect, and $70,000,000 for other coverages including
asbestos and environmental. The review of loss reserve adequacy concluded that personal
lines reserves were adequate. The increase in reserves for these particular lines was
included in the end of the year loss development for all lines which totaled $339,274,000 as
shown on Page 23 of the combined companies’ Annual Statement for 2001.

In the case of workers’ compensation, the $80,000,000 increase was due to unexpected
development of prior year claims and continued increases in medical costs. This includes
the impact of administrative rulings that have been more favorable to plaintiffs’ claims for
compensation, particularly in the states of California and Florida. The estimation of
liabilities related to construction defects and asbestos and environmental claims noted
continued emergence of adverse loss experience for construction defect and asbestos and
environmental claims due to newly emerging trends in the disposition of such cases. As a
result of the review, the SAFECO Group concluded that ultimate losses for these lines will
be higher in the range of possible outcomes than previously estimated.

The $90,000,000 increase in construction defect reserves was due to continued adverse
development on prior year claims and the expansion of the number of claims in states
outside California. Recent state courts’ rulings have expanded the number of claims
beyond those contemplated by the SAFECO Group’s original estimate.

The $70,000,000 increase in reserves for other lines, including asbestos and environmental
claims, relates to the anticipated increase in asbestos claims relating primarily to the
discontinued reinsurance operations acquired in the American States purchase.
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During the first quarter of 2002, SAFECO Group also added $10,000,000 to loss reserves
for workers’ compensation policies from prior years.

Under the SAFECO intercompany pooling agreement, the Company’s liability was 23% of
the total.

FINANCIAL STATEMENTS

The following statements, with the exception of the Five Year Reconciliation of Capital
and Surplus as stated by the Company, reflect the financial condition of the Company as
of December 31, 2000, as determined by this examination:

Balance Sheet
As of December 31, 2000

Statement of Income
For the Year Ended December 31, 2000

Capital and Surplus Account
As of December 31, 2000

Reconciliation of Capital and Surplus Account
For the Five Year Examination Period (Per Company)

Comparative Analysis of Changes in Surplus
As of December 31, 2000
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GENERAL INSURANCE COMPANY OF AMERICA
Balance Sheet
As of December 31, 2000

ASSETS

Bonds
Stocks:
Preferred stocks
Common stocks
Mortgage loans on real estate:
First liens
Real estate:
Properties occupied by the company
Other properties
Cash and short-term investments
Receivables for securities

Subtotals, cash and invested assets

Agents' balances or uncollected premiums:
Premiums and agents' balances in course
of collection
Premiums, agents' balances and installments
booked but deferred and not yet due
Accrued retrospective premiums
Guaranty funds receivable or on deposit
Interest, dividends, and real estate
income due and accrued
Receivable from parent, subsidiaries and affiliates

Total Assets

BALANCE
PER COMPANY

EXAMINATION

NOTES ADJUSTMENTS

$ 1,284,336,124

44,074,949
388,138,033

1,312,521

21,250,802
92,688
28,341,274
79,512

$ 1,767,625,903

39,837,891

174,750,008
1,049,481
126,059

23,439,920
51,482

$ 2,006,880,744
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(3,950,325)

(541,968)

BALANCE PER
EXAMINATION

$ 1,284,336,124

44,074,949
384,187,708

1,312,521

21,250,802
92,688
27,799,306
79,512

$ (4,492,293)

(1,594,739)

(260,969)

$ 1,763,133,610

38,243,152

174,750,008
1,049,481
126,059

23,178,951
51,482

$ (6,348,001)

$ 2,000,532,743




GENERAL INSURANCE COMPANY OF AMERICA

Balance Sheet

As of December 31, 2000
BALANCE EXAMINATION
PER COMPANY NOTES  ADJUSTMENTS
LIABILITIES
Losses $ 800,968,739 7 $ 82,300,670
Loss adjustment expenses 180,933,154 8 21,560,660
Contingent commissions and other similar
Charges 21,063,789
Other expenses (excluding taxes, licenses
and fees) 26,785,250
Federal and foreign income taxes (excluding
Deferred taxes) 1,661,758
Unearned premiums 407,240,697
Dividends declared and unpaid:
Policyholders 5,846,192
Amounts withheld or retained by company
for account of others 14,484,685
Net adjustments in assets and liabilities due
to Foreign Exchange rates 5,200,671
Payable to parent, subsidiaries and affiliates 3,644,228
Aggregate write-ins for liabilities 37,625,804

Total Liabilities

SURPLUS AND OTHER FUNDS

Common capital stock

Gross paid in and contributed surplus
Unassigned funds (surplus)

Surplus as regards policyholders

Total Liabilities, Surplus and
Other Funds

BALANCE PER
EXAMINATION

$ 883,269,409
202,493,814

21,063,789
26,785,250

1,661,758
407,240,697

5,846,192
14,484,685

5,200,671
3,644,228
37,625,804

$1,505,454,967 $103,861.330

$ 5,000,000 $
891,057
495,534,720 (110,209,331)
$ 501.425,777 $(110.209.331)
$2,006,880,744 $(6.348.001)
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$ 1,609,316,297

$ 5,000,000
891,057
385,325,389

$ 391,216,446

$2,000,532,743



GENERAL INSURANCE COMPANY OF AMERICA
Statement of Income
For the Year Ended December 31, 2000

UNDERWRITING INCOME

Premiums earned

DEDUCTIONS:

Losses incurred
Loss expenses incurred
Other underwriting expenses incurred

Total underwriting deductions
Net underwriting gain or (loss)

INVESTMENT INCOME

Net investment income earned
Net realized capital gains or (losses)

Net investment gain or (loss)

OTHER INCOME

Net gain or (loss) from agents' or premium
balances charged off

Finance and service charges not
included in premiums

Total other income

Net income before dividends to policyholders and
before federal and foreign income taxes
Dividends to policyholders

Net income after dividends to policyholders but
before federal and foreign income taxes
Federal and foreign income taxes incurred

Net income

BALANCE
PER COMPANY

EXAMINATION

NOTES ADJUSTMENTS

BALANCE PER
EXAMINATION

$ 1,046,827,918

$ 739,509,468
127,580,911
302,925,989

$ 1,170,016,368

$  (123.188.450)

$ 97,141,980

63,728,717

$ 160,870,697

$ (712,284)

4,309,981

$ 3,597,697
$ 41,279,944
2,174,471

$ 39,105,473
15,610

$ 39,089,863
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$ 1,046,827,918

(82,300,670)
(21,560,660)

$
7 8
8

$

(103,861.330)

$ 821,810,138
149,141,571
302,925,989

$ 1,273,877,698

A

(103,861,330)

$ (227,049,780)

$ - $ 97,141,980

- 63,728,717
$ - $ 160,870,697
$ - $ (712,284)

- 4,309,981
$ - $ 3,597,697
$ (103,861,330) $ (62,581,386)

2,174,471

(103,861,330)

$ (64,755,857)

15,610.00

(103,861,330)

$  (64,771,467)




GENERAL INSURANCE COMPANY OF AMERICA
Capital and Surplus Account
As of December 31, 2000

Surplus as Regards Policyholders,
December 31 Prior Year

GAINS AND (LOSSES) IN SURPLUS

Net income

Net unrealized capital gains or (losses)
Change in non-admitted assets

Change in foreign exchange adjustment
Dividends to stockholders (cash)

Change in surplus as regards policyholders
for the year

Surplus as Regards Policyholders,
December 31 Current Year

BALANCE

EXAMINATION  BALANCE PER

PER COMPANY NOTES ADJUSTMENTS EXAMINATION

$ 532,699,981

$ 39,089,863 7&8

(16,905,986) 2
70,896 3106
(528,977)

(53,000,000)

$  (31,274,204)

$ 501,425,777
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$ - $§ 532,699,981

$ (103,861,330) $ (64,771,467)
(3,950,325) (20,856,311)
(2,397,676) (2,326,780)

(528,977)

(53,000,000)

$ (110,209,331) $ (141,483,535)

$ (110,209,331) $ 391,216,446




GENERAL INSURANCE COMPANY OF AMERICA
Reconciliation of Capital and Surplus Account
For the Five Year Examination Period

(Per Company)
2000 1999 1998 1997 1996

Surplus as Regards Policyholders,

December 31 Prior Year $ 532,699,981 $ 682,792,583 $ 718,088,890 $ 818,907,511 $ 692,977,296
GAINS AND (LOSSES) IN SURPLUS:
Net Income 39,089,863 38,447,992 174,391,225 118,338,955 114,152,452
Net unrealized capital gains or (losses) (16,905,986) (7,965,453) (97,187,817) 100,514,214 59,865,115
Change in non-admitted assets 70,896 (4,500,834) (1,687,907) (436,412) (2,014,458)
Change in foreign exchange adjustment (528,977) (2,074,307) (1,829,181) (1,326,847) (1,143,914)
Change in excess of statutory reserves

over statement reserves 1,408,530 (1,408,531) 571,020
Dividends to stockholders (cash) (53,000,000) (174,000,000) (106,000,000) (316,500,000) (45,500,000)
Extraordinary amounts of taxes for
prior years (10,895,794)
Aggregate write-ins for gains and losses

in surplus - - 6,504,637 - -
Change in surplus as regards

policyholders for the year $ (31,274,204) $ (150,092,602) $ (35,296,307) $ (100,818,621) $ 125,930,215
Surplus as Regards Policyholders,

December 31 Current Year $ 501,425,777 $ 532,699,981 $ 682,792,583 $ 718,088,890 $ 818,907,511
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GENERAL INSURANCE COMPANY OF AMERICA
Comparative Analysis of Changes in Surplus
As of December 31, 2000

The following is a reconciliation of surplus as regards policyholders between that reported by the
Company and as determined by the examination:

INCREASE
PER PER (DECREASE)
COMPANY EXAMINATION IN SURPLUS TOTALS

Capital and Surplus, December 31,2000 - $ 501,425,777

Per Annual Statement

ASSETS

Stocks:

Common stocks $ 388,138,033 $ 384,187,708 $ (3,950,325)
Cash and short-term investments 28,341,274 27,799,306 (541,968)
Premiums and agents' balances in

course of collection 39,837,891 38,243,152 (1,594,739)
Interest, dividends, and real estate

income due and accrued 23,439,920 23,178,951 (260,969)

LIABILITIES

Losses 800,968,739 883,269,409 (82,300,670)
Loss adjustment expense 180,933,154 202,493,814 (21,560,660)
Change in surplus (110,209,331)
Capital and Surplus, December 31,2000 -

Per Examination $ 391,216,446
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NOTES FINANCIAL STATEMENTS

Bonds - As of December 31, 2000, the Company had invested in foreign bonds having an
admitted value of $37,617,685 and $1,020,195 in accrued interest. RCW 48.13.180
prohibited the Company’s investment in foreign securities. The remedies under the Code
did not provide for the non-admission of the foreign securities. See “INSTRUCTIONS”
No. 3, Prohibited Investments in Foreign Securities.

Stocks: Common Stocks - On April 1, 1997, the Company acquired 100% of the common
stock of SAFECO Insurance Company of Pennsylvania. The Company’s admitted asset for
this wholly-owned subsidiary included $3,950,325 in unamortized goodwill as of
December 31, 2000. RCW 48.12.020(1) provided that goodwill shall not be allowed as an
asset in any determination of the financial condition of an insurer. The $3,950,325 in
unamortized goodwill has been nonadmitted on the financial statements of this report. See
“INSTRUCTIONS” No. 7, Common Stocks — Unamortized Goodwill.

Cash and Short-Term Investments - The bank confirmation received from the Royal Trust
Company, Toronto, Canada, differed from the Company’s 2000 Annual Statement balance
by an irreconcilable amount of $541,968. The Company subsequently wrote off a total of
$542,443, leaving an immaterial difference of $475. The $541,968 in cash has been
nonadmitted on the financial statements of this report. See “INSTRUCTIONS” No. 1,
Unreconciled Bank Balance.

Agents’ Balances or Uncollected Premiums: Premiums and Agents’ Balances in Course of
Collection - The Company participated in an intercompany pooling agreement. The
Company’s portion of the premiums and agents’ balances in course of collection included
$1,460,806 in receivables from the Florida Windstorm Underwriting Association that were
uncollectible, $103,244 in unreconciled agents’ balances in connection with transactions
with insurance and reinsurance syndicates and treaties therewith, and $30,689 in agents’
balances that had been due for over ten years. Agents’ balances totaling $1,594,739 have
been nonadmitted on the financial statements of this report. See “INSTRUCTIONS” No.
8, Agents’ Balances or Uncollected Premiums.

Interest, Dividends, and Real Estate Income Due and Accrued - The Company included as
an admitted asset $155,650 in dividends declared and unpaid on the common shares of
SAFECO Insurance Company of Pennsylvania, a wholly-owned subsidiary of the
Company. The amount represented amortization of goodwill and was entered as a dividend
declared and unpaid in error. The $155,650 in dividends declared and unpaid has been
nonadmitted on the financial statement of this report. See “INSTRUCTIONS” No. 9, Error
in Dividend Declared and Unpaid.

Interest, Dividends, and Real Estate Income Due and Accrued - The Company included as
an admitted asset $105,319 in accrued interest on short-term investments. The Company
did not provide support for the $105,319 in accrued interest on short-term investments and
this amount has been nonadmitted on the financial statement of this report. See
“INSTRUCTIONS” No. 10, Accrued Interest on Short-Term Investments.
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Losses - The reserves for loss reported by the SAFECO Group of companies on a
combined basis as of December 31, 2000 were increased $357,829,000. The Company’s
23% portion of the increase in reserves under the intercompany pooling agreement resulted
in an examination adjustment of $82,300,670 for losses. See “INSTRUCTIONS” No. 2,
Loss and Loss Adjustment Expense Reserves.

Loss Adjustment Expenses - The reserves for loss adjustment expenses reported by the
SAFECO Group of companies on a combined basis as of December 31, 2000 were
increased $93,742,000. The Company’s 23% portion of the increase in reserves under the
intercompany pooling agreement resulted in an examination adjustment of $21,560,660 for
loss adjustment expenses. See “INSTRUCTIONS” No. 2, Loss and Loss Adjustment
Expense Reserves.
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